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POLITICAL SCIENCE 
QUARTERLY 



THE FEDERAL RESERVE SYSTEM— A RETROSPECT 
OF EIGHT YEARS 

A PERIOD of eight years would not ordinarily be suffi- 
cient to furnish the basis for a conclusive judgment 
of any new banking organization established on a 
national scale. The First and Second Banks of the United 
States were both granted twenty-year charters. In neither did 
the issues which finally led to the refusal of an extension be- 
come well defined until much more than the first half of their 
life had expired. Nor was it possible, even at that time, to 
form a sound judgment of the effects which these institutions 
had produced. A review of the history of the Bank of Eng- 
land, and of that of the Bank of France, enforces the convic- 
tion that many years must elapse in the life of a highly organ- 
ized community before conclusive and final judgment can be 
formed as regards the essential effects of a new banking system. 
Particularly must this be true in the United States, because of 
the fact that the Federal Reserve System was grafted upon a 
parent stem, and was not a new implantation. In these circum- 
stances, an even longer time must necessarily be allowed to pass 
before the modifying influence of a new and vast financial or- 
ganization, making itself completely felt, affords a basis for 
judgment. 

These qualifying factors are thus stated at the outset of this 
discussion, in order that they may be clearly borne in mind by 
the reader throughout. Yet it remains true that the past eight 
years have been no ordinary period in the financial or eco- 
nomic, any more than in the political or social, life of the 
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world. During these years, the Federal Reserve System, in 
common with other banking organizations, has lived through 
a succession of changes such as otherwise might not have been 
encountered in the course of a century. It has compressed 
into a short space many varieties of experience and, in a meas- 
ure at least, has been able to profit by them, though not, of 
course, in the degree that would have been realized had these 
experiences been spread over a longer period. It is, at all 
events, a fact that a turning point in the history of the Federal 
Reserve System has now been reached ; and that, within the 
next year or two, probably, conclusions will be arrived at which 
will in an important degree condition the future development 
and service of the new banking system. The period of war 
finance, so far as the Federal Reserve System is most materi- 
ally concerned, has been brought practically to a close, and the 
question how the System can be fitted into a normal environ- 
ment is now uppermost. These conditions warrant an effort 
to draw some general conclusions from what might otherwise 
necessarily be regarded as inadequate experience. 

I 

So varied have been the occurrences during this eight-year 
period, so unusual have been the political vicissitudes to which 
the country and the System have been subjected, and so ex- 
treme have been the oscillations between inactivity and demand 
for banking funds, that it would take much more space than 
any ordinary review could allow to furnish a complete outline 
of what has taken place. The best that can be done, therefore, 
is to state, with such supporting evidence as conditions will 
permit, the leading conclusions that have been reached as a re- 
sult of experience with the Federal Reserve System. 

First and foremost among the questions which presented 
themselves as matters of doubt at the inauguration of the 
System, was the problem whether the mere mechanism, or 
technical equipment, which had been prepared, could be es- 
teemed satisfactory. As to this point a reasonably conclusive 
answer can now be given, and this answer is in a sense funda- 
mental to the work of the whole undertaking. The doubts 
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which were first formulated by those who opposed the enact- 
ment of the Federal Reserve Act related to the question whether 
a system composed of twelve independent units could be made 
to operate harmoniously, and whether the control of the system 
exerted through the Federal Reserve Board at Washington as 
a coordinating agency could be made to succeed. The doubt 
that was felt by many more or less unprejudiced observers re- 
lated not merely to the question of the choice of personnel, but 
raised also the issue whether, with the very best personnel, the 
mechanism that had been established could attain its ends. It 
will not be denied that this mechanism has certainly been sub- 
jected to a very severe strain during the past eight years ; and 
it will probably be conceded by most that the machinery has 
resisted this strain unexpectedly well. There has been little in 
the way of scandal or objectionable conduct at any Reserve 
Bank or branch bank. So far as is known, no financial irregu- 
larities have even been suspected. Apparently also, the man- 
agement of the several banks has been at least reasonably 
efficient, and, in spite of Congressional statements to the con- 
trary, not more expensive than the machinery of the member 
banks in each district. Nepotism and personal favoritism, 
which were jealously kept out of the Reserve Banks at the out- 
set, have occasionally invaded some one or more of the units 
of the System, but probably in no higher degree, if as high, 
than is true of many of the member banks. The question 
whether a central reserve bank can be better than its members, 
or a government on the average better than the rank and file of 
the people, is one of perennial interest. There is good author- 
ity for the belief that neither of these conditions can very long 
be realized. At all events, the Federal Reserve banking system 
has undoubtedly been as well organized, as efficient, and as 
little expensive as the typical American bank. This perhaps 
is not the highest of encomiums ; but it is certainly far higher 
praise than can be accorded to any purely governmental organ- 
ization of recent times in the United States. 

As for the Federal Reserve Board in Washington, the con- 
trolling mechanism of the System, it has from the start been 
superior in efficiency and sincerity to most similar government 



5j6 POLITICAL SCIENCE QUARTERLY [Vol. XXXVII 

bodies. The appointing power had in the beginning decreed 
that it should not consist of great men, but it has certainly con- 
sisted of men who have in the main done their utmost and have 
worked single-mindedly with an eye to success of the enterprise. 
They have succeeded in conducting a great banking system 
upon a basis of working efficiency, justice and moderate ex- 
pense. So far as their own organization is concerned, they 
have probably been, all things considered, the least expensive 
organization of any similar kind that the government has had 
under its charge. As to the policy of the Federal Reserve 
Board in the general operations of the system, more will be said 
at a later point. At this point, it is enough to note that the 
policy of the Board has usually been the best financial policy 
at the command of the government; it has almost invariably 
been superior to that of the management of the Treasury 
Department and, as already stated, has been carried out with 
an eye single to the success and welfare of the enterprise, and 
of the nation. 

In the main, too, the system of branches established by the 
Federal Banks has proven at least reasonably efficient. Such 
elements of inefficiency as have been noted will probably be 
gradually improved, for the theoretical basis of the branch 
system is on the whole sound. So, taken all in all, it may be 
said that the operating mechanism of the Federal Reserve 
System, in spite of some elements of friction and with many 
unsatisfactory features, has commended itself to the thoughtful 
student and has shown its entire adequacy to the solution of 
the problems before it. This judgment, let it be again repeated, 
refers thus far only to technique, all matters of theory and 
policy being reserved to later sections of the present study. 

It is certainly an achievement of some note that the Federal 
Reserve System has been able to inaugurate as elaborate and 
intricate an organization as it now has, to bring it to as high a 
state of perfection as it has now attained within the short space 
of eight years, and to have done all this at a cost inferior to 
the average banking costs prevalent in the United States and 
with no more than perhaps an ordinary amount of friction and 
difficulty. 
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II 

Passing from the basic question of mere technical efficiency, 
it is next necessary to confront a problem frequently mentioned 
at the time of the inauguration of the Federal Reserve System, 
as to which the utmost pessimism was expressed and in which 
no small part of the doubt and hesitation then felt has been 
shown to be warranted. This second question has to do with 
relations between the government of the United States and the 
Federal Reserve System. Only bare reference need be made 
to the well-known fact that for many years past it has been de- 
sired to take our banking system out of " politics." When the 
Federal Reserve System was created, it was assumed by friends 
of the system that this separation had now occurred, while 
critics and enemies asserted that the connection had been made 
closer and more intimate than ever before. Experience has 
shown that both parties had elements of right on their side, but 
the outcome, while a triumph for neither of the contesting 
parties, has been most unsatisfactory from the standpoint of the 
public. 

The essential question at issue in this connection was from 
the beginning whether " political influence " could be excluded 
from the management of the System. This is at best a some- 
what vague and loose way of expressing the question upper- 
most in many minds and calls for a more exact definition of 
the term " political influence." Many of those who had feared 
political influence in the past had apparently taken it for granted 
that that term implied the use of personal influence in the mak- 
ing of actual loans. There has never been the slightest reason 
to suppose that in individual matters of this sort any effort to 
influence the Federal Reserve Board was ever brought to bear 
upon it or upon the several banks in the hope of shaping ac- 
tion. In the broader sense, however, the term political influ- 
ence may be used as indicating an effort to shape policies either 
in the interests of given classes or in the interests of methods 
which it was supposed would work more or less directly to 
bring about " prosperity " or conditions favorable to particular 
kinds of business. Viewing the term political influence from 
this standpoint, it must be admitted without qualification that 
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the System has never been free of assaults of the kind referred 
to. Almost from the very beginning, there was effort to obtain 
action from the Federal Reserve Board which would result in 
an especially low discount rate designed to serve the interests 
of the agricultural classes, and at times this influence has been 
successful in forcing upon the System unduly low rates of the 
sort referred to. A striking example of the kind is found in 
the three per cent rate which was made at the outset for the 
purpose of enabling southern banks to offer exceptionally favor- 
able terms to those who desired to discount cotton warehouse 
paper. During the war, the same kind of pressure induced the 
adoption of the well-known low rate designed to favor the dis- 
count of paper based on Liberty bonds. This latter may be 
regarded as a wholly abnormal episode, one which, it may well 
be hoped, may not occur again in the course of a lifetime. It 
may be viewed also, from the standpoint of some at least, as a 
more or less legitimate use of the power of the government. 
A judgment on these points would, of course, depend upon the 
opinion that was entertained as to the legitimacy of the methods 
of financing the war which were actually adopted. This is a 
large question and one which involves many collateral issues of 
national policy that are superior in importance perhaps to those 
of technical banking. It may, therefore, be omitted from con- 
sideration. 

A different point of view must be adopted with reference to 
the pressure that has been applied to the System since the war 
for the purpose of controlling discount rates in the interests of 
agricultural classes or even of other elements of the business 
community. The thought of those who have urged such con- 
cessions in rates has no doubt been that the particular interests 
which they represented were so closely identified with the 
national welfare as to warrant the adoption of every kind of 
pressure with a view to securing exceptionally favorable treat- 
ment for them. Such an attitude is, of course, wholly foreign 
to the concept of a scientific banking system, and is undoubt- 
edly to be classed as an exemplification of that " political influ- 
ence " which has been so greatly feared in times past. Should 
such efforts be continued and extended, as there is reason to 
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fear that they may be, the result might easily be the adoption 
of policies which would result in serious unsoundness in the 
banking system, and might operate largely to vitiate the entire 
structure of finance upon which it is founded. Coupled with 
amendments to the underlying statute itself, whose purpose it 
is to secure eligibility for long-term or non-liquid types of paper, 
this type of influence undoubtedly must be viewed as a danger 
of first magnitude ; one which the Federal Reserve System has 
in nowise been able to avoid and which threatens its very ex- 
istence. 

It is fair to ask at this point whether a central reserve bank 
of the type which was often advocated before the adoption of 
the Federal Reserve Act would have been able to avoid this 
danger in a greater measure. Past experience does not indi- 
cate that such would have been the case, nor is there much in 
contemporary European experience to warrant any such belief. 
There are some factors in current political life indeed, which 
suggest that such an institution might have been the target for 
even more serious attack and that its work might have been 
vitiated in even greater degree than that of the Federal Reserve 
System. This is a matter of opinion or of conjecture. The 
fact remains that the Federal Reserve System has not been 
successful in avoiding the danger of " politics " as applied tp 
its workings in the broadest sense, and at present has no pros- 
pect of such success. 

Ill 
As was almost unavoidable, a great deal of discussion about 
Federal Reserve System has centered upon unessentials. One 
such unessential matter has been found in the question whether 
individuals were or were not receiving unduly high salaries. 
Congress has devoted to this question an infinite amount of 
discussion which might well have been given to more serious 
subjects. The Federal Reserve System had at the close of 
1 92 1 about 12,500 employees and its annual expense of opera- 
tion ran well up toward $36,000,000. It is not likely that any 
such sum of money was ever expended by any human institu- 
tion without some waste. Neither is it probable that any such 
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expenditure has ever taken place without the presence of some 
nepotism or favoritism on the part of sundry of those who are 
charged with financial responsibility. To assert that there has 
never been any waste in the Federal Reserve Banks either as 
to buildings or personnel would therefore be going a long way. 
The main facts in the case, however, are sufficiently clear. 
Careful statistical comparisons made between the salaries paid 
by Federal Reserve Banks and those paid by surrounding 
member banks in the several districts have shown that with but 
one exception — Richmond — these average salaries are distinctly 
below those paid by the larger member banks of the locality. 
If comparison be made on the basis of overhead expense per 
unit of business done, the comparison between the Reserve 
Banks and the neighboring member banks would be still more 
favorable to the former. It should however be noted that 
comparisons of this kind are probably not altogether fair. In 
European countries the contrast between central bank salaries 
and salaries paid by commercial banks is a striking one. The 
salaries of the managers of central banks are based upon the 
theory that the service is in a large measure a matter of public 
duty and that compensation is to be based mainly upon the 
standard prevailing in public employment rather than upon 
that allowed by the highest grade of private employment. We 
have not developed any such standard of public service or 
public duty in the United States, and if we are to buy the ser- 
vices of men of good standing in the financial and banking 
world at a rate which is commensurate with that which would 
be offered by commercial banks, it may be doubted whether 
the scale of salaries will ever be much lower than it is today. 
A careful investigation made by the Division of Analysis and 
Research of the Federal Reserve Board into the salaries paid 
by Reserve Banks to all employees receiving less than $5,000 
per annum, showed that these employees were on the whole 
paid rather less than corresponding employees of member 
banks and that in many instances they did not receive what 
could fairly be called a living wage. It would seem, therefore, 
that with the exception of cases of nepotism or favoritism, the 
general expenses of the Federal Reserve Banks have been kept 
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to a commercial basis and that the government has paid for the 
work about what would have been paid by commercial banking 
institutions. As for the building program of the Reserve Banks 
of which so much has likewise been said in Congress, final 
judgment will depend upon the opinion which is formed re- 
garding the necessity of such a building program. It is doubt- 
less true that the program of the Reserve Banks as now in 
process of being carried out has been gauged by necessities 
which were developed when post-war activity was at its peak. 
This activity has vastly fallen off and the building equipment 
of most of the Banks is undoubtedly ahead of their real needs. 
Bearing in mind, however, that they have taken over extensive 
Treasury functions and that other functions have been quite 
steadily transferred to them by Congress, the conclusion will 
doubtless be reached that the answer to the question whether 
a building program on the scale proposed was needed or not 
is a two-sided one. On the other hand, it is true in connection 
with buildings as in connection with salaries that where large 
sums of money are spent the elimination of favoritism is diffi- 
cult and that the existence of isolated cases of such favoritism 
or extravagance is highly probable. This does not condemn 
the program as a whole, for an investigation of it seems to 
show that there is no reason to suppose that it has been more 
expensive either in the aggregate or per unit than a similar 
program carried out by others would have been. The real 
judgment of the case, as already stated, must depend upon the 
opinion to be formed as to the necessity of any such program. 
That it is ahead of immediate needs may readily be conceded 
without necessarily subjecting it to unduly severe criticism. 
That there have been instances of extravagant outlay in con- 
nection with individual banking aspects for which provision 
was being made need not be questioned. All of this has but 
little to do with the general question of propriety and expense 
involved in the matter. The point at which Congressional 
critics have been most prone to direct their attack is found in 
the fact that all surplus earnings of Reserve Banks over and 
above six per cent on the stock of members are to be paid to 
the government as a franchise tax. Any alleged extravagance 
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in salary or in building is thus referred to as a kind of theft 
from the pockets of the people — a use of money which did not 
properly belong to the various institutions. For this point of 
view there is of course no warrant whatever. The Federal Re- 
serve Banks have paid to the government in the course of their 
existence franchise taxes far in excess of those paid by foreign 
central banks and amply sufficient to represent an adequate tax 
on the System designed to compensate for what was practically 
a monopoly privilege of note issue. They have moreover per- 
formed services of the highest value without charge to the gov- 
ernment in connection with the transfer of funds and the per- 
formance of fiscal functions. What the exact cash value of 
these services is cannot be precisely stated, but it has been very 
great. The Banks have therefore made a very handsome and 
more than adequate return to the government as tested by the 
past or present experiences of European banks. On the other 
hand, the stockholding member banks have received a very 
small return ; for, while they have nominally had six per cent 
on the amount invested in stock, it must always be remembered 
that the Reserve Banks paid no interest to members on depos- 
ited reserves, so that, in a close comparison of accounts, one 
would need to reduce the six per cent actually paid to the 
members very considerably in order to get a fair estimate of 
what these members had earned. Of course it would have to 
be borne in mind that the Reserve Banks have rendered to 
members very valuable services (even when they were not re- 
discounting for them) through their action in maintaining sta- 
bility and equilibrium in the financial world, but these of course 
are intangible elements in the situation. As for the legal aspect 
of the case, the Federal Reserve Board is of course vested with 
power to authorize expenditures and has approved the outlays 
of the several Banks for buildings and salaries and all other 
purposes. The government being the residual claimant of the 
assets of the Banks in the event that the System should be dis- 
established, over and above their authorized capital surplus, 
etc., the only question which is at issue in this connection is 
whether the Federal Reserve Board has or has not been wise 
in allowing the temporary diversion of funds into real estate 
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and buildings to an extent that was perhaps in excess of present 
requirements. The problem thus raised is technical and there 
are many factors which affect it in one way or another. There 
need be no effort at this time to pass final judgment upon it. 
It is enough to say, as has already been said, that the System 
has amply paid its way and that its return to the government 
not merely in cash but in service has been very large. 

IV 
A more important point at which the efficiency of the Re- 
serve System is often brought into question is found in con- 
nection with its membership. Starting with the concept of the 
System as a small compact body of banks, all to have national 
charters and hence to be under direct national supervision, the 
Federal Reserve Act, before it reached the statute books, had 
broadened into a measure which provided for the admission of 
state banks on condition only that they should comply in a 
rough general way with the requirements governing admission 
into the national banking system. For a long time after the 
inauguration of the System, it failed entirely to enlist the sup- 
port of state banks or trust companies. There had been at 
the outset some feeling on the part of a number that they would 
do well to apply for membership, but this desire on their part 
was apparently the outgrowth of the opening of the European 
war and the disturbed conditions which accompanied that event. 
The disposition to accept membership soon disappeared and in 
its place there was developed an attitude of entire indifference, 
in some quarters of hostility. Such an attitude was overcome 
during 19 17, partly through the adoption of a mandatory leg- 
islation which guaranteed to the state banks the right to with- 
draw from the System, and partly owing to the thought that our 
actual declaration of war with Germany created a situation 
which was recognized as likely to produce very serious financial 
strain, resulting therefore in a much greater disposition on the 
part of state banks and trust companies to get for themselves 
the protection which they could obtain through membership in 
the System. It was at that time predicted that, with the clos- 
ing of the war, many of these institutions would withdraw, but 
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they have never done so ; and the activities of the Federal Re- 
serve Banks have been devoted more and more continuously to 
the getting of new members. Although the System now in- 
cludes some eighty per cent of the commercial banking assets 
of the country, the number of its state bank members is only 
about 1500 out of a general total of perhaps 20,000. Among 
these 20,000 many are ineligible owing to the form of their 
organization and probably a large majority ineligible because of 
the smallness of their capitalization. Yet there are still very 
many state banks which are either eligible or could easily be- 
come so but which are not members of the System. Does this 
fact of failure to draw within its scope practically the entire 
banking community indicate anything very definite with respect 
to the success or failure of the Federal Reserve System? Its 
success in increasing the number of its members and in draw- 
ing in the larger state banks of the cities has been hailed by 
many who judge success entirely on a basis of size or number 
as being the hallmark of prosperity. In fact, it is nothing of 
the sort and we may well question whether the System has not 
been seriously in error in admitting to membership a good 
many state institutions which have in fact been taken in. We 
may question still more seriously whether the System is not in 
error in endeavoring to obtain additional members, and we may 
ask with good reason whether in fact membership in the Sys- 
tem is now too easily attainable and, finally, whether such mem- 
bership today actually has the meaning that should be accorded 
to it. Doubtless membership in the Federal Reserve System 
is with many banks at the present time merely "advertising". 
It is true that, in order to give the System a prompt beginning, 
it was then deemed necessary to require membership on the 
part of all national banks. Yet national banks have at all times 
had the choice of remaining in the System or of shifting over 
to a state system if they chose. It is a fact that not more 
than about fifty per cent have at any time been discounters, 
while taking the whole number of members, it is probably true 
that a large percentage have never discounted at all, or at all 
events have done so only very sporadically. This, if it means 
anything, must mean that the System is not fulfilling the obli- 
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gation which it ought to perform for its members, or else that 
its members are not of the proper kind. Probably both these 
statements have a basis. Conditions would be improved if 
different standards of membership were applied while the con- 
venience of members might be much more greatly served than 
is the case at present. True it is, that not a few of the Federal 
Reserve Banks have exerted themselves to the utmost to ac- 
quire popularity with their members and that in so doing they 
have assumed functions and done work that by no means be- 
longs to them, undertaking duties whose performance without 
charge might well be regarded by local member banks as 
bordering upon undue or unfair competition. True it is also 
that practically all of the Reserve Banks have been anxious to 
serve the convenience of members, and so far as they knew 
how have sought to help them. But of course their ability to 
help has been circumscribed by the general conditions upon 
which the System has been established, the regulations of the 
Federal Reserve Board, and a number of other factors. The 
Reserve System would undoubtedly profit greatly if it could go 
back to the original conception, namely, that of a small body of 
banks engaged in practically pure commercial business whose 
condition was at all times liquid and who were in position to 
make steady use of the facilities of the System. The great 
body of members which now, like an outer ring of satellites, 
surrounds the inner core of the Federal Reserve System, is too 
nebulous in its relationships to the Federal Reserve Banks, too 
much inclined to complain of failure to get from them a ser- 
vice which yields a direct profit, and too little disposed to adapt 
its principles to those of the Federal Reserve System itself or 
of the banks of the commercial centers in such a way as to ob- 
tain the maximum benefit of the membership. Taken all in all* 
the membership of the System today is unsatisfactory, and this 
unsatisfactoriness will not be overcome by increasing the num- 
ber of members, although that is the direction in which all 
present efforts tend. 

During the past session of Congress, it has been repeatedly 
urged that existing evils would be largely corrected if the 
smaller state banks could be admitted to the Federal Reserve 
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System and given power to discount directly with the Reserve 
Banks. What good such power would do if these banks never 
possessed the paper that would enable them to do business with 
Reserve Banks is not clear. The truth of the matter is that 
what is needed is not an extension of membership but the de- 
velopment of a more active membership, and to this end the 
better adaptation of the System to the needs of the members. 
Such adaptation will of course involve, before it is fully suc- 
cessful, a far greater degree of activity on the part of Reserve 
Banks in the open market transactions for which the System 
provided. The great evil in the present membership situation 
lies in the fact that whereas Reserve Banks are cut off, or have 
cut themselves off, from much business except that which 
comes to them through the members, the latter do not perform 
any regular business with them and are disinclined to under- 
take such business except in cases of necessity. The Reserve 
System would be a far more effective part of our financial or- 
ganization if it had a much smaller volume of assets and far 
fewer members but materially increased its activities. Let it 
not be understood that this end could be attained by releasing 
the smaller national banks from becoming members and con- 
fining membership, as was originally probably intended under 
the so-called Aldrich plan, to the relatively small number of 
banks in the cities. Mere reduction of membership gives 
greater power of control but does not change the character of 
the operations. It is a change in the latter that is needed and 
especially a change in the relationships between the Reserve 
Banks themselves and the member banks. The latter may be 
highly desirable members, even though of the smallest size, and 
they may be very undesirable even though of the largest size. 
The Federal Reserve Board, of course, has never had the power 
to alter or modify membership conditions except in so far as 
changes might result from administrative rulings which could 
be reshaped only within comparatively narrow limits. It has 
not, however, recommended to Congress any material change 
in conditions of membership and the subject has continued 
without scientific or thorough treatment, although experience 
has shown that, under present conditions, the System is little 
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more than an emergency means of banking protection and that 
this character can probably not be fully modified without 
changes in its composition. 

V 

Perennial in the whole discussion of banking has from the 
start been the controversy whether a central bank was desirable 
for the United States. It was opposition to the central bank 
idea which, as has already been indicated, was responsible for 
the present structure of the Federal Reserve System. Yet the 
central bank idea is an outgrowth of actual conditions as we 
find them, and is difficult to dispose of by any mere mechanism 
of banking organization. The Federal Reserve System had an 
exceptionally hard task to perform in introducing its original 
type of organization. One of the difficulties, if not the great- 
est, which had to be encountered was found in the fact that so 
much of the country's banking strength centered around New 
York and in a lesser degree around a few other large financial 
centers. As the System has developed, nearly one-third of its 
assets belong to the Federal Reserve Bank of New York, the 
other two-thirds being distributed among the eleven other units 
in the System. 

This preponderance of financial strength in one institution 
would naturally have given a somewhat " lopsided " develop- 
ment to the whole organization, but such lack of harmonious 
development has been considerably aggravated as a result of a 
variety of factors which, taken in the aggregate, have exerted a 
very profound influence. It is not intended in this general de- 
scription of the results of eight years of experience to enter in 
any detail into the factors which have tended to give to the 
Federal Reserve Bank of New York the peculiar position which 
it occupies among Federal Reserve Banks. As has been said, 
the basis for the development of such a position was afforded 
in the very structure of American banking itself ; but it should 
be added that little has been done to diminish or reduce even 
in some gradual way the disproportion which has existed be- 
tween the different districts of the country. Let it be clearly 
and positively stated that in this remark there is no intent to 
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intimate that there should have been conscious effort to impair 
or reduce the preeminence as a financial center which had been 
earned by New York or which had been developed as the re- 
sult of natural factors. Due, however, to the peculiar character 
of our banking system prior to 1914 there were many factors 
which tended to shift country bank funds to New York. The 
centering of stock-exchange speculation in that city, the de- 
velopment of systems by which country bank funds were re- 
deposited in large banks in New York, and in later years the 
system whereby an indirect control over "strings" of banks 
throughout the country had been developed by New York in- 
stitutions, had brought about a more or less artificial condition 
of affairs in which a considerable quantity of country bank 
funds for whose transfer there was no natural warrant was 
steadily shifted from the country to the city. 

This in itself was not a good thing. It is undoubtedly true 
that in every country which has a seasonal system of produc- 
tion, with heavy crop-moving demands at one season and slack 
business at another, there will be a condition in which a surplus 
of funds exists at many points for a series of months and a cor- 
responding shortage exists at others. Such a condition is easily 
corrected under the branch bank system. Under our own sys- 
tem of independent and isolated banks, it could be properly 
provided for only through interbank accommodation such as 
was rendered by the reserve city bank system of the National 
Banking Law. Few students of banking can doubt that it 
would have been a very much better situation had our system 
of banking kept these funds in a liquid condition so that they 
could at all times be called home without question when they 
were wanted. Still better would have been the situation had 
there been assurance of local investment for a part of them, 
with the result that they were kept continuously at work in de- 
veloping the business and industry of the various localities, in- 
stead of being sent to such localities only sporadically during 
the crop-growing and harvesting season. It has been often 
asserted that the small country bank system of the United 
States has greatly tended to the development of the smaller 
towns throughout the country and in some aspects there is 
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truth in this contention. In other aspects, the argument has 
but little foundation, the use of such local country bank funds 
depending entirely upon the farsightedness of the country 
banker. In those towns or cities where such farsightedness was 
absent, or where the local banker preferred to speculate in 
stocks instead of lending in response to local demand, the 
country bank was often a kind of financial sponge which 
" mopped up " the spare cash of the community and sent it to 
banks at a distance to be employed by them in investment loans 
or in stock market operations. 

All this the Federal Reserve Act provided a mechanism for 
remedying, in some measure at least. Such a remedy inevita- 
bly called for the hearty cooperation of the member banks of 
the different localities. Large city banks have however con- 
tinued to draw to themselves the funds of country banks and to 
use them about as freely as ever in the stock market. Let it 
be carefully recalled at this point that legitimate dealings in 
stocks perform a valuable economic function and that there is 
no good reason why a stock market should not be properly and 
adequately financed. What is here said is not intended to con- 
vey the idea that there should be any unreasonable discrimina- 
tion against the legitimate stock market, or any effort to " starve " 
that market or to deprive it of funds under proper conditions. 
What it is intended to say is that the working of the Federal 
Reserve System has apparently not succeeded in withdrawing 
from the stock market that overplus or surplus of funds belong- 
ing to banks and previously employed in stock-market specula- 
tion, which is a peculiar American feature of financial organi- 
zation. The Federal Reserve System has permitted the redis- 
counting of paper at all times to go on in such a way that city 
banks discount for their country correspondents in other districts 
with the assurance that they themselves will be able to recoup 
by discounting paper at the Federal Reserve Bank of their 
district. 

This system has undoubtedly operated against keeping at 
home the discount offerings of banks in those sections where 
the Reserve Bank rate was high. It has also tended to encour- 
age city banks to put their funds into the stock market when- 
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ever rates there induced them to do so, in the belief that if need 
be they could obtain accommodation from city bank corre- 
spondents which in turn would obtain what they needed from 
their local Reserve Bank. Due to the preponderating size of 
the Federal Reserve Bank of New York it was at all times pos- 
sible for New York City banks to maintain this policy did they 
so choose. The fact is stated not necessarily as any criticism 
whatever upon the New York banks or upon the Federal Re- 
serve Bank of New York. What was done was the outgrowth 
of the system under conditions which need not here be recapit- 
ulated. Nor is it necessary to inquire at this point whether the 
Federal Reserve Act itself gave to the system a sufficient power 
to correct the practices to which reference is here made. The 
point that it is desired to enforce is that the existence of the 
Federal Reserve System has not corrected this practice and 
shows no indication of so doing, and that so far as the writer is 
aware there has never been placed before Congress any plan 
for amending the Act in such a way as to make it more oper- 
ative in this particular — assuming that greater effectiveness on 
its part was desired. In this particular then, which before the 
adoption of the Federal Reserve Act was by many spoken of 
as the feature of the financial situation which called most earn- 
estly for correction, the Federal Reserve System has been 
largely without result. True, it has provided a bulwark against 
the recurrent suspensions and " panics " which were in large 
measure the outgrowth of the previously existing state of 
things. It has rendered readily available an emergency remedy 
which could be used to correct the immediate results of the 
evils referred to, but it has not, as many expected it to do, un- 
dermined or eradicated the evils themselves. Altogether, 
therefore, the establishment of the Reserve System must be 
looked upon as having been decidedly disappointing in its re- 
lation to stock speculation. 

In registering this conclusion a reference is probably war- 
ranted to the post-war conditions in which Liberty bonds were 
employed as collateral at Reserve Banks for the purpose of ob- 
taining funds which were then used in the stock market — this 
without any reference to the provision of the law which forbade 
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the lending of funds for stock-market speculation. It may be 
said in reply that the Reserve Banks had no means of correct- 
ing the Liberty bond situation — that they were obliged under 
the law and regulations to lend freely upon Liberty bonds as 
collateral and that when the borrowers had obtained these funds 
it was entirely outside the power of the Reserve System to dic- 
tate the use that should be made of them. This is a technically 
good defense which it is not intended to discuss in this article, 
reference being merely made to the use of Liberty bonds in 
the way already referred to as perhaps the most striking, 
although fortunately a past, phase of the inability of the System 
to cope with the evil of excessive stock-market loans. The 
evil is one which in another form may recur at almost any time 
and the problem how to correct it remains unsolved in fact if 
not in theory. 

All these conditions have naturally tended to stimulate the 
gradual assumption by the Federal Reserve Bank of New York 
of the position which it should not enjoy in a system organized 
as was the Federal Reserve System. We say this again not as 
any criticism upon the Federal Reserve Bank of New York or 
its members, but as a bare statement of the fact which has de- 
veloped itself as a result of conditions. Acting for the other 
banks as a buyer and distributor of acceptances, as an inter- 
mediary between them and foreign banks, and in many other 
respects being continuously regarded and treated not merely 
by the Federal Reserve Board but by the government itself and 
in some measure by Congress as occupying a position quite 
different from that of the other Federal Reserve Banks, it would 
have been strange indeed if this bank had not accepted and 
performed the duties which were thus assigned to it. 

Yet the assumption of such a position was and is undoubtedly 
against the intent of the Federal Reserve Act and is not war- 
ranted by the general sentiment of the community taking the 
country as a whole. The question how far the Federal Reserve 
System can succeed in developing a genuine live discount 
market in the several districts into which the country is divided, 
and the question how far it can thereby render the several 
divisions largely self-dependent, or, in so far as they are inter- 
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dependent, how far it can make the Federal Reserve System 
the channel through which inter-district relations are effected, 
is still to be worked out. There is certainly no one who could 
reasonably suppose that the Federal Reserve System would 
ever become the only channel through which financial relation- 
ships between districts were carried on. Many, indeed the 
large bulk of, such interdistrict financial relationships are of a 
kind with which the Federal Reserve System has little or 
nothing to do, and probably never would have. The complaint 
of the present system is not found in the failure of the Reserve 
System to develop a monopoly of interdistrict relationships but 
is found in the fact that although the System has obtained a 
very large membership it has not succeeded in exercising all of 
those interdistrict functions which necessarily belong to it and 
must necessarily be exercised if it expects to render its full 
service to the community. 

VI 

Leaving questions of organization and management, and 
turning to those of a more strictly banking and financial nature, 
the fundamental problem presented by the Federal Reserve 
System in its scientific aspect was probably that of the estab- 
lishment of a discount market and of leadership of our credit 
system by means of a varying application of discount rates. 
This indeed is, in many respects, the fundamental problem of 
all central banking. In considering it, the student should bear 
in mind that the eight years just passed have afforded only an 
unsatisfactory opportunity for a test of the capabilities of the 
System — this for the obvious reason that, during much of that 
time, war financing has been the predominant occupation both 
of the System and of the financial community as a whole. 
Nevertheless, some lessons at least may be learned and some 
conclusions drawn with reference to the Federal Reserve Sys- 
tem in this aspect. 

To one who reviews the discount-rate history of the Federal 
Reserve System, the outstanding fact in the case doubtless is 
that there has been no time when the System could be said to 
be really the leader of the market or be able to make its dis- 
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count rate " effective " for any considerable period. For the 
first two years after the organization of the System, the banks 
of the country were too well provided with funds and too little 
inclined to resort to the Reserve Banks for accommodation to 
permit the discount rates of the latter to be of any serious im- 
portance. The Federal Reserve Board itself, in its various 
annual reports, has from time to time called attention to the 
fact that only a few months after approximately the beginning 
of 19 1 7 had the System begun to enjoy a real influence upon 
the credit situation, and that this influence was promptly broken 
and neutralized by the advent of the war in the spring of that 
year. It was not until the war was over and had been suc- 
ceeded by a period of inflation which had brought the country 
close to disaster, that the discount rate again began to play 
much part in the control and direction of credit. There was 
perhaps an interval of a few months in which the effect of 
higher rates made itself an influence of moment in the financial 
market, although even during that period the definitions 
adopted by the Federal Reserve Board with regard to com- 
mercial paper, the maturity of such paper, the Board's attitude 
on questions of eligibility and the like had a much greater in- 
fluence. " Deflation ", which set in as a result of world-wide 
revolution in demand and prices, largely threw the System out 
of alignment with the commercial credit market, and once more 
rendered its rates relatively ineffective. Today, they have 
practically no relation to, or effect upon, current short-time 
commercial rates. Reviewing the whole experience and con- 
centrating attention upon the two periods of a few months each, 
during which the Federal Reserve discount rate was a real fac- 
tor in current finances, the conclusion to be drawn must be 
very adverse to the success of the System as a leader of the 
market or as a moulder of credit. Probably the prime reason 
why the discount rate has not been more effective than it has 
been is to be found in the fact that the System's accommoda- 
tions were at all times made through member banks and de- 
pended upon their applications. Remembering that it has 
seldom been true that more than about fifty per cent of the 
members were ever rediscounters at any one time, it will be 
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apparent that the System has never been in position to exert a 
real power over credit through its rediscounts, save in a purely 
indirect way. The Act itself had foreseen that such would be 
the case and had accordingly provided for open-market opera- 
tions, but the provision to that effect was sadly vitiated in the 
course of the debate, such operations being at length confined 
to two-name paper — an outcome which necessarily would have 
handicapped the Reserve Banks in any effort to become an im- 
portant factor in the open market. They have not, however, 
employed even the power that was left them in any satisfactorily 
thorough way as regards open-market transactions. The vol- 
ume of these transactions has always been small relatively 
speaking, and the conditions under which they have been car- 
ried on have been such as largely to prevent much influence 
from being exerted through them either upon the volume of 
credit or the rate at which it was sold. Various reasons for 
this kind of inactivity could perhaps be assigned. Had market 
conditions remained normal, and had the System gradually 
come into its full development free of the modifying influences 
of the war, more progress could have been made. 

The influence of the member banks, however, has been 
against any such activity on the part of the Reserve Banks. 
As a result of this state of things, the Federal Reserve banking 
system has undoubtedly become in some measure what the 
early banking-reform movement sought to build up, but what 
the Federal Reserve Act did not aim at — an emergency bank- 
ing system. Its emergency character is seen in the extreme 
fluctuations in its volume of transactions which have at times in 
the short space of a year increased as much as three hundred 
per cent and at other times shrunk about two-thirds of their 
maximum amount. No such extreme fluctuations are to be 
seen in the European central banks. These latter banks have 
developed a continuing business. They are regular participants 
in the money market — leaders and formers of financial con- 
ditions, instead of being subservient to them. The illustration 
so often used during the banking-reform struggle wherein a 
central reserve bank was likened to a reservoir of water used to 
put out fire was thoroughly misleading and erroneous. Foreign 
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central banks are not comparable to reservoirs suddenly drawn 
upon to put out fire ; they are far more nearly to be compared 
to fireproof construction whose purpose it is to prevent com- 
bustion. But the inability or refusal of Federal Reserve Banks 
to participate actively in open-market transactions has pre- 
vented them from becoming leaders in the market and regular 
participants therein, and has retained them in the position of 
emergency institutions. 

In these circumstances real influence over the discount 
market could hardly be expected. Since the extent of their 
participation in financial operations is largely outside of their 
control, depending as it does upon the rediscount activities of 
the member banks, the effectiveness of their rediscount rates 
must of necessity at all times be greatly limited. Real effec- 
tiveness can be attained only under very peculiar conditions. 
For this reason the work of the System in checking inflation, 
effective as it may be at times, is wholly ineffectual at others, 
while in strictly normal times the System can have but little in- 
fluence in controlling or directing the course of interest rates 
save through very roundabout channels. 

VII 
Closely connected with this failure to develop as a financial 
leader and with the unsuccess in building up an open market in 
which the " bank rate " would be " effective ", must be noted 
the ill success that has been had in stimulating the growth of 
liquid paper in the American market. It was recognized from 
the inception of the Federal Reserve Act that much of the cur- 
rent talk and agitation about bankers' acceptances was without 
foundation, and the original act wisely limited these acceptances 
to genuine " salt water bills ", growing out of actual oversea 
transactions. While there was and is probably no better paper 
in the world than the soundest and most liquid elements of our 
domestic single-name paper, a very large proportion of such 
paper is non-liquid or at best only semi-liquid, while it affords 
no definite means of indicating to the general buyer the precise 
extent of its liquidity. There was also full recognition of the 
fact that a development of domestic acceptances based upon 



576 POLITICAL SCIENCE QUARTERLY [Vol. XXXVII 

warehoused commodities would be of no benefit whatever, the 
warehousing of commodities, indeed, being in many cases good 
evidence of the non-liquid character of bank paper based upon 
it. No good purpose could be served, it was thought, by 
merely converting non-liquid paper from the single-name to the 
double-name form. It was with the real nature of credit and 
not with the form in which it was embodied that the banking 
system must deal. 

These views did not long hold their own, but under the stress 
of war and the specious representations that broader accept- 
ance powers would result in more elastic means of financing the 
contest, Congress determined to enlarge the acceptance power 
in a variety of ways. It increased the percentage of accept- 
ances that were to be issued, it permitted them to be made as 
a means of providing " dollar exchange " in foreign trade, and 
it also provided for domestic acceptances. The Federal Re- 
serve Board has gone further than Congress ever apparently 
intended, and has practically removed all restrictions from the 
making of acceptances. In these circumstances, the accept- 
ance movement has turned out to be only a very partial and 
limited success. The Reserve Board first recognized two types 
of acceptance — the bankers' and the commercial, or trade, ac- 
ceptance. The latter speedily developed into a type of rather 
secondary accommodation paper and has on the whole defeated 
itself. No one now has much to say about trade acceptances. 
The movement in their favor reached an early climax and then 
sank into discredit. The bankers' acceptance had a far more 
hopeful future, but by methods which would require for their 
explanation far more detailed treatment than is here possible, 
it too has been misused and abused. 

A scathing report prepared by a committee of bank ex- 
aminers and filed with the Comptroller of the Currency in the 
spring of 1922, lists abuses of the acceptance power which, 
if they should be continued on the same general scale therein 
indicated, would permanently discredit this type of paper. It 
is not strange that, in such circumstances, the attempt to popu- 
larize the acceptance and broaden the holding of such paper has 
been unsuccessful. Its unsuccess has meant that there was 



No. 4] THE FEDERAL RESERVE SYSTEM 577 

corresponding unsuccess in the provision of a thoroughly 
liquid body of bankers' bills which could be offered upon the 
market as a means of currently investing fluid funds. 

Too much confidence should not be placed in mere figures 
relating to the growth of the acceptance in the American 
market. Nevertheless it is worthy of note that the volume of 
acceptances afloat here, including non-member issues, was at 
one time estimated as high as one billion dollars, since when it 
has fallen away to about four hundred million dollars. This 
slackening in the volume of acceptances is partly due to the 
changes in business demand that have occurred, to the reduc- 
tion of foreign trade, and to other circumstances which would 
have operated in the same way no matter what the development 
of the acceptance had been. But it is undoubtedly due to the 
disposition of the country bank to use its funds in a different 
way rather than to invest them in acceptances. It has never 
been possible to raise the number of accepting member banks 
in the entire country above four hundred and the number has 
often been far below that. How far the process of accepting 
can be more widely diffused will probably remain a doubtful 
question for a long time. Thus far, however, it seems clear 
that but little success has been developed in making a market 
for the country bank acceptance. What has been done has 
been to place on the market the acceptances of large city banks 
in the belief that the country institutions would buy them as an 
investment instead of putting their funds into the stock market. 
The proposition has been essentially one-sided — a means of 
obtaining more funds for the use of city banks. 

It may well be doubted that this type of acceptance develop- 
ment will ever succeed in producing the basis for a discount 
market. Certainly it is not a condition which exists in Great 
Britain ; although it should be added that in that country there 
is an entirely different type of banking structure, the basis of 
Great Britain's banking system being found in a small and in- 
creasing body of institutions, all of considerable size and many of 
them very large, which establish branches throughout the coun- 
try. There is therefore no country bank problem of the kind 
that exists in the United States. How to adapt ourselves to 
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the peculiar conditions of the United States in evolving a dis- 
count market is a question which has not yet been satisfac- 
torily dealt with and, it should be added with regret, on which 
but little work seems to be in process. 

VIII 
One object which was set before the Federal Reserve Sys- 
tem at the outset of its organization had been long held in mind 
during the early years of banking discussion. It was the ques- 
tion how to obtain a flexible or elastic note circulation. Indeed 
this question had often been discussed to the exclusion of other 
more serious matters and the power to issue notes had by many 
been erroneously identified with the lending capacity of the 
bank. It was a fact that the Aldrich Bill (National Monetary 
Commission Bill) which had preceded the Federal Reserve Act, 
had been built up largely around the idea of a flexible note 
issue. Some writers who have reviewed the history of the 
Federal Reserve System have been disposed to place great 
emphasis upon the problems of note issue, pointing out that in 
the beginning the concept which was adhered to by the System 
was that of providing a currency which should expand and con- 
tract as business needs expanded and contracted. On this 
point, as on most others, the Federal Reserve System has had 
to suffer from the character of the times upon which its organ- 
ization fell and has had to reconcile itself to what it could, 
rather than what it would, do. Strictly and carefully framed, 
the original provisions of the Act were intended to prevent the 
issue of notes save as the result of the discount of actual bona 
fide commercial paper. This provision was speedily quali- 
fied through the development of evasive practices, prevailing 
throughout the System with the knowledge and consent of the 
Federal Reserve Board, which soon made the original provision 
only a handicap and led to its withdrawal. Its place was taken 
by an amended section which was intended to permit the issue 
of notes to take place practically on a gold-certificate basis. It 
would be an interesting matter of speculation to inquire how 
much this provision in and of itself would really have modified 
the original law had it been left to work without interruption. 
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The entry of the United States into the war, however, and the 
hysterical effort to " conserve " gold soon led to a condition of 
practical suspension and to the concentration of gold and gold 
certificates in the hands of Reserve Banks. An immense ex- 
pansion of Federal Reserve notes took their place, and when to 
this great outpouring of notes was added the large increment 
due to the artificial forcing of Federal Reserve Bank notes into 
the circulation to take the place of retired silver certificates, it 
was believed by more or less careful students of the currency 
situation that, as a result of these changes, the note issue of the 
System had become quite inelastic. This view undoubtedly 
prevailed until the beginning of the year 1921. Experience 
since that time has shown the capacity of the note issue to con- 
tract as prices fell and demand for circulation was reduced. It 
is a fact that the theoretical elasticity of the new note currency 
has been entirely vindicated, or in other words, if we eliminate 
from the entire volume of note currency in circulation in the 
United States all that part which represents gold or gold cer- 
tificates held in store and all that part which has been issued to 
replace Treasury certificates or greenbacks, we shall find that 
the remaining volume of Federal Reserve notes, based as it is 
upon commercial paper, has shown in very considerable meas- 
ure the attributes of elasticity which it was desired to secure. 
But this theoretic vindication is far from representing an actual 
accomplishment such as was hoped for when the Act was first 
framed. Eventually it was hoped that gold certificates would 
be retired, and the gold trust funds of the country, in so far as 
released, would be deposited in Reserve Banks; and, in so far 
as turned over to the public, would be used by them to the ex- 
tent that they were needed in current circulation, the remainder 
then being deposited with commercial banks of the country and 
through them in some proportion at least with Reserve Banks. 
The greenback, it was likewise hoped, would be retired through 
the use of the earnings of Federal Reserve Banks, while of 
course no such artificial increase of Federal Reserve Bank notes 
as later occurred was ever thought of. Had matters worked 
out in this way, and particularly had the retirement of national 
bank notes at the rate provided in the original Act proceeded, 
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we should now no doubt have been well on toward attainment 
of the ideal of a single uniform currency, provided by Federal 
Reserve Banks, resting upon an adequate gold reserve issued 
only for commercial paper, and expanding and contracting as 
business requirements made it needful. That object has cer- 
tainly not been accomplished ; and, with things as they now 
stand, there is little reason to believe that it will be at any time 
in the near future. Conditions working against it are today per- 
haps more adverse than at any time since the inauguration of 
the System ; so that, all told, we must conclude that the success 
thus far experienced in the provision of a note currency such 
as was anticipated has been limited, not through any fault of 
the System itself, but by reason of the exceedingly difficult con- 
ditions to which it was subjected from the outset. 

IX 
It is of course deeply to be regretted from one standpoint 
that during its early years our Federal Reserve System should 
have fallen upon such disturbed times. Organized during the 
first year of the European War, its whole purpose and object 
has been lost to sight as a result of the urgent requirements of 
war financing, and the history of the System has necessarily 
been very different from what it would have been in other con- 
ditions. Not only has it become an emergency banking system 
but from the very first the decisions to be taken upon essential 
issues have been consciously distorted and misshapen as a result 
of war requirements whose purposes have not always been ob- 
vious to the outsider, and whose objects when gained have 
sometimes proven to be of doubtful advantage. International 
considerations of a wholly unprecedented character have inter- 
vened to modify the System in its reserve aspects and the 
vigilance of Congress, such as it was, has been largely relaxed 
because of the war, so that unwise amendments have been from 
time to time adopted. In happier times and with a more 
normal condition of the financial world, better results might 
have been accomplished, and yet this always is a two-sided 
matter. Had it not been for the war, there is no slight reason 
to expect that reactionary influences would have prevented the 
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System from ever attaining full growth, would have kept it in 
financial swaddling clothes far beyond the time when it should 
have been free from such restriction, and would, in short, have 
succeeded in preventing the organization from showing what it 
could do. As against such a condition the System has, how- 
ever, had an unusual opportunity of knowing its strength and 
has exhibited it. This was well, because the experience thus 
had constitutes an example which can never be erased and to 
which in later years reference will constantly be made by those 
who believe in the development of a strong central banking 
system actuated by considerations of public welfare. As it 
stands there has been a practical break of eight years in the 
discussion of banking from the scientific standpoint, in the 
United States. The period since 19 14 has been so disturbed 
and uncertain as to permit of little in the way of suitable policy 
and to compel very great modifications of thought on the part 
of financiers and publicists. But they will yet develop a 
more thoughtful and scientific attitude toward the whole prob- 
lem, it may be hoped, and, if so, the movement toward sounder 
banking will at least have been assisted by the illustrative ex- 
periences of the past eight years. Not least among these has 
been the demonstration of ability to perform the fiscal func- 
tions of the government on a scale and with an efficiency not 
previously thought of. Getting rid of the evils of the old sub- 
treasury system has been one of the important benefits be- 
stowed as a result of the adoption of the Federal Reserve Act. 
Absence of much discussion of this point and cessation of 
scientific banking analyses in large measure have of course re- 
tarded the development of thought and there has been a growth 
in many parts of the country of wholly unsound and danger- 
ous "soft money" and "fiat credit" fallacies. How soon or 
by what means these can be eradicated and the experience of 
past years used to our benefit is still uncertain. 

Bearing all these factors of the banking problem in mind, 
however, we may now proceed to sum up some of the chief 
conclusions which suggest themselves to the mind of the student 
of our banking history during the years 1914-22. 

Outstanding among these conclusions is the fact that the 
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Federal Reserve System has not accomplished the main objects 
for which it was intended and that in so far as it has achieved 
success in any direction it has become unpopular. By the side 
of this first and pessimistic conclusion must be placed the fact 
that the System has rendered far more distinctive services to 
the country within a short period of years than its inaugurators 
had ever any right to expect. It has not only attacked with 
considerable success and skill a good many of the problems 
which it had originally set before itself; but it has also grappled 
with a set of issues entirely unforeseen at the time the Act 
was adopted, and in rendering to the government distinctive 
service during the War has proved its entire adequacy to the 
solution of unprecedented problems developed during a time of 
financial trial such as the world had never before seen. Like 
many an individual, the Federal Reserve System has been great 
in emergency but commonplace in the ordinary business of ex- 
istence. So, when the emergency produced by war had passed 
the failure of the System to develop a discount market or to 
exert as independent and courageous an influence as it should 
upon the distribution of credit has been notable. 

It is perhaps not too severe a criticism to say that the Sys- 
tem has shown but little constructive ability, and that while it 
has carried out some of the ideas embodied in the Federal Re- 
serve Act it has left others entirely undeveloped, acting upon 
them only slowly and reluctantly as circumstances demanded. 
One striking illustration is afforded by the provision of the 
Federal Reserve Act whereby the funds of the government 
were to be transferred to the Reserve System. In this respect 
a nominal compliance was at first made but in such a way as to 
amount to nothing. It was some time after the opening of the 
war before real compliance with the terms of the Act was effected 
and then only because circumstances compelled the Treasury 
to permit it. Not until after the war itself was over was the 
useless old subtreasury system abolished. There are many 
other points at which a like attitude of resistance and reluctance 
has been exhibited, and while there are doubtless some who 
would term this attitude conservatism and praise it as such, that 
point of view on their part could not be defended upon other 
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than merely tactical ground. Noteworthy in this connection is 
the fact that among those who most retarded the development 
of the Federal Reserve System and its introduction of forward- 
looking ideas, a high place must be given to the politicians who 
at first put themselves forward as radical reformers. It was 
Secretary McAdoo who was most reluctant to effect the transfer 
of the government funds to the Reserve Banks and Comptroller 
Williams who was slowest in accepting the mandates of the Act 
concerning the relations between Reserve Banks and their mem- 
bers by giving to them the credit data concerning member-bank 
conditions which they needed in order to build up their files. 
It is the supposedly popular or democratic members of Congress 
who have been most abusive toward every forward step in the 
process of popularizing the banking system and who have been 
most inclined to take the part of special interests. Of this latter 
disposition a striking example is seen in the effort to restrict 
the plan for the collection of checks at par and to defend the 
views of the small " tollgate " banks of the South which desired 
to be left free to charge as exorbitant rates of exchange as they 
saw fit. 

While thus the Federal Reserve System cannot lay claim to 
complete success unless success is measured in terms of build- 
ing operations, salaries and assets, yet from that point of view 
its success is eminent and undisputed. It has made a place for 
itself not only in the country but in the world, and is already a 
model or pattern upon which various foreign banking systems 
have been shaped. It has succeeded to this extent because its 
original purpose had in view the public interest and require- 
ments and because it was without regard to the special welfare 
of those interests which had vitiated the earlier proposals for 
banking legislation. In proportion as the System slips away 
from these ideals and tends to stereotype itself upon existing 
lines and to content itself with self-satisfied advertising and ap- 
proval of its own measures and acts, it will be likely to become 
less and less valuable to the community. It has already served 
its principal purpose under the existing form of organization 
and the time has come when there should be an effort to bring 
it back to its original standards and to provide the basis for 
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better and more public-spirited organization of our banking 
system. The danger in inaugurating such a movement is now, 
as always, that it may be taken possession of by selfish poli- 
ticians and business men who in the pretence of representing 
public welfare desire only to possess themselves of the " loaves 
and fishes " and to advance the interests of sections of the com- 
munity. 

Enough proposed legislation amendatory of the Federal Re- 
serve Act is now pending in Congress to destroy its purpose 
wholly, and among this vast array of bills few or none embody 
the amendments which are now so much to be desired and so 
essential if the System is to maintain a progressive attitude. 
The Federal Reserve System has done well and has deserved 
well of the community; it has been an emergency system ac- 
tively and effectively functioning in a time of almost unique 
emergency. What it will do, how it will act, and what will be 
the attitude of the public toward it from this time forward re- 
mains to be learned. One thing is certain: It is in unstable 
equilibrium and cannot be expected now to maintain its present 
position. It must go forward or consent to lose ground, per- 
haps ultimately to suffer the fate of other central banks which 
in the past were destroyed by demagogues. 

H. Parker Willis 

Columbia University 



